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Regulators” insofar as the final rules may be influenced by the work of the international
regulators who have drafted the Consultative Document regarding “Margin requirements for
non-centrally-cleared derivatives.” The Consultative Document, referred to herein as the
“Margin Paper,” was published in September by the Basel Committee on Banking Supervision
and the Board of the International Organization of Securities Commissions.

The 12 FHLBanks are government-sponsored enterprises of the United States, organized
under the authority of the Federal Home Loan Bank Act of 1932, as amended, and structured as
cooperatives. Each is independently chartered and managed, but the FHLBanks issue
consolidated debt obligations for which each is jointly and severally liable. The FHLBanks serve
the general public interest by providing liquidity to approximately 8,000 member financial
institutions, thereby increasing the availability of credit for residential mortgages, community
investments, and other services for housing and community development. As end-users, the
FHLBanks enter into a range of interest rate derivatives transactions with swap dealers, including
swaps, caps and floors, to facilitate their business objectives and to mitigate financial risk,
primarily interest rate risk. As of September 30, 2012, the aggregate notional amount of over-
the-counter interest rate swaps held by the FHLBanks collectively was approximately $601
billion.

The FHLBanks are generally supportive of the seven “key principles” set out in the
Margin Paper, but wish to comment on several of them as they pertain to the margin
requirements that may apply to the FHLBanks both in their swaps with swap dealers/major swap
participants (“SDs/MSPs”) and in their swaps with their member institutions.

1. The second “key principle” of the Margin Paper (“Element 2”) is that *“all financial
firms and systemically-important non-financial entities (“covered entities’’) that
engage in non-cleared swaps should exchange initial and variation margin “as
appropriate to the risks posed by such transactions.”

The background discussion of Element 2 in the Margin Paper accepts the argument that
margin rules “need not apply” to uncleared derivatives to which non-financial parties that are not
“systemically-important” are a party. However, with respect to all other uncleared derivatives—
including all those entered into by two financial entities—the Margin Paper endorses margin
requirements that entail the exchange of both initial and variation margin (referred to in the
Margin Paper as “universal two-way margin”)."

The FHLBanks believe that this recommendation is overly broad. It suggests, for
example, that all swaps between FHLBanks and their member institutions should provide for
two-way posting of both initial and variation margin, without regard to whether the FHLBanks

* The “Prudential Regulators™ consist of the Office of the Comptroller of the Currency. the Board of Governors of
the Federal Reserve System, the Federal Deposit Insurance Corporation (the “FDIC™). the Federal Housing Finance
Agency (the “FHFA™), and the Farm Credit Administration (the “FCA™).

* Margin Paper at p. 4.

' Margin Paper at p. 9.
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or their derivatives counterparties are SDs or MSPs. The FHLBanks do not believe that the
Dodd-Frank Wall Street Reform and Consumer Protection Act (the "Dodd-Frank Act"), pursuant
to which the Proposed Rules were issued, authorizes the imposition of margin requirements
where neither party to aderivative transaction is either an SD or MSP, and do not believe that
this would be a desirable policy option. FHLBanks have little counterparty credit risk to their
member institutions due to their conservative risk management practices and because they
generally have afirst lien on assets of their member institutions that exceed in value the
FHLBanks' exposure for both loans and swaps. At the same time, member institutions entering
into swaps with an FHLBank typically have minimal counterparty credit risk to the FHLBank
because a default by the FHLBank on a swap with the member institution could in many cases be
set-off against the member institution's debt obligation to the FHLBank. In addition, exposure to
an FHLBank involves minimal credit risk because the FHLBanks are very highly rated
government sponsored enterprises subject to comprehensive regulation and are managed so
conservatively that no FHLBank has ever incurred a credit loss on an advance in the FHLBanks'
80-year history. Thus, exchanging initial and variation margin between the FHLBanks and their
member institutions would not reduce counterparty credit risk for either party in amaterial way.
It would, however, impose a significant liquidity burden on both parties that would make it more
difficult and costly for the parties to engage in derivatives transactions.

With the exception of swaps with member institutions, the FHLBanks do endorse the
notion of "two-way margin," something that the Prudential Regulators, with the notable
exceptions of the FHFA and the FCA, have not endorsed. The Prudential Regulators (other than
FHFA and FCA) seem largely focused on the risks to the financial system posed by the failure of
SDs and M SPs and, therefore, the Proposed Rules do not address the systemic risks that could
arise should SDs or MSPs be unable, for whatever reason, to fulfill their obligations to their end-
user counterparties. The FHLBanks recognize that there is indeed a cost associated with posting
margin and that, therefore, imposing arequirement of two-way margin would increase the cost to
end-users. However, the FHLBanks believe that if end-user counterparties must post margin to
SDs and M SPs then they should also be afforded the right to have margin posted back to them.

It would then be up to end-users to determine whether the cost of insisting on margin (which
would likely be reflected in pricing) is warranted to address their counterparty risk concerns.
Today, this option is generally available through bilateral negotiations only to large or highly-
rated end-users who have the bargaining power to insist on the receipt of margin. And even in
cases where end-users are entitled to receive variation margin, it is rare for SDsto agree to post
initial margin.®

Requiring SDs and M SPs to post margin (at least variation margin) to their end-user
counterparties might be more important today than it was when the Prudential Regulators issued

® The FHLBanks may be compelled to stop engaging in swap transactions with their member institutions if they are
required to post initial and variation margin to their members.

® Itisimportant to distinguish here between initial and variation margin. The two-way posting of variation margin
iswidely, but not universally, employed intoday's market. See ISDA Margin Survey 2012, available at
http://www2.isda.org/functional -areas/research/surveys/margin-surveys/.


http://www2.isda.org/functional-areas/research/surveys/margin-surveys
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the Proposed Rules because of other developments that could adversely affect the ability of many
end-users to manage their counterparty credit risk to SDs and MSPs. The FDIC’s new Orderly
Liquidation Authority under Title IT of the Dodd-Frank Act, and the rules adopted by the FDIC
to implement that authority, appear to lessen the ability of end-users to rely on certain negotiated
contractual provisions to manage counterparty credit risk in agreements with systemically
important financial institutions (referred to in the FDIC’s rules as “Covered Financial
Companies”) or with affiliates of Covered Financial Companies.” For example, one important
technique available to end-users to mitigate counterparty credit risk in swap transactions has
been to negotiate provisions in master agreements that would permit the end-user to early
terminate trades with an SD experiencing financial stress or require the SD to post additional
collateral in such circumstances. This technique might also extend to provisions that permit an
end-user to terminate trades with an SD or to require the SD to post additional collateral in
circumstances where an affiliated Covered Financial Company is downgraded or becomes
insolvent. However, recent rules finalized by the FDIC render these latter contractual provisions
unenforceable upon appointment of the FDIC as receiver for a Covered Financial Company.®

As previously noted, the adverse impact of these new rules on end-users would be materially
diminished if two-way margin requirements were adopted.

The FHLBanks believe that two-way margin requirements should in all cases apply to
variation margin and, as discussed in section 4 below, at the option of the end-user, should apply
to initial margin where the end-user is required to post initial margin to the SD or MSP.

2. Also in connection with Element 2, the Margin Paper addresses the use of margin
thresholds to reduce the adverse impact that the full exchange of initial margin may
have on market liquidity.

The FHLBanks endorse the appropriate use of margin thresholds to reduce some of the
potential adverse effects of the new margin requirements. The Margin Paper only discusses
thresholds with respect to initial margin and suggests that the margin thresholds would always be
the same for both swap parties.” The FHLBanks would encourage the Prudential Regulators to
endorse greater flexibility that would: (1) permit the parties to a swap to establish thresholds with
respect to both initial and variation margin; and (2) within limits, permit the thresholds for each

 The new Orderly Liquidation Authority and the rules adopted pursuant thereto apply to existing as well as to
future contracts.

¥ FDIC Final Rule— Enforcement of Subsidiary and Affiliate Contracts by the FDIC as Receiver of a Covered
Financial Company,” 77 Fed. Reg. 63205 (Oct. 16, 2012). The ban on enforcement of contractual provisions that
are tied to the financial condition of a Covered Financial Company (a “linked™ contract) applies without regard to
whether a contract is guaranteed “or otherwise supported™ by the Covered Financial Company. 7d. at 63208. Any
provisions that would require an SD to post margin to its end-user counterparty upon the downgrade or insolvency
of the affiliated Covered Financial Company. or to increase the amount of margin it is required to post, would be
unenforceable upon appointment of the FDIC as receiver.

? Scc Margin Paper at pp. 11-14.
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party to be different where there are circumstances in which credit considerations dictate or
warrant different thresholds for the counterparties to the swap.'’

The margin rules proposed by the Prudential Regulators would allow SDs and MSPs to
negotiate uncollateralized thresholds (subject to regulatory limits) for the initial and variation
margin they collect from FHLBanks. However, there is no provision in the special requirements
imposed by the FHFA and the FCA on their regulated entities that would allow these regulated
entities to negotiate thresholds for the margin that they are required to collect. Without the
flexibility to offer thresholds for margin collected from SDs/MSPs, it is highly doubtful that the
FHLBanks will be successful in obtaining thresholds for margin posted to SDs and MSPs. The
result 1s likely to be that assets will unnecessarily be required for margin without any meaningtul
incremental benefit in terms of reducing counterparty credit risk. This imposes an unnecessary
cost for both parties.

The Proposed Rules would permit low-risk financial end-users, such as the FHLBanks, to
negotiate uncollateralized thresholds for initial and variation margin that they post to their SD
and MSP counterparties subject to a dollar cap (projected to be between $15 million and $45
million) or a specified percentage of the SD’s/MSP’s capital. The FHLBanks previously
commented that they would prefer a more flexible approach to thresholds that did not include a
dollar cap."' The FHLBanks continue to oppose a dollar cap. However, if the Prudential
Regulators believe a dollar cap is necessary, the FHLBanks believe it should be higher than $45
million and should take into account the capital required of SDs and MSPs by their Prudential
Regulator that is designed, in part, to absorb the losses associated with any realized counterparty
default. The FHLBanks suggest a regulatory cap for margin thresholds in the range of $60-$80
million for counterparties where the threshold is based upon individualized credit analysis of the
counterparty and provision is made for asymmetries in counterparty creditworthiness and for the
reduction of the threshold upon the deterioration of the counterparty’s financial condition.

3. In “Kkey principle” number 4, the Margin Paper states that eligible collateral should
consist of assets that are “highly liquid and should, after accounting for an
appropriate haircut, be able to hold their value in a time of financial stress.”’> A
non-exclusive list of such assets set out in the Margin Paper includes: (1) cash; (2)
high quality government and central bank securities; (3) high quality corporate
bonds; (4) high quality covered bonds; (5) equities included in major stock indices;
and (6) gold.”

The FHLBanks would encourage the Prudential Regulators to adopt the principles-based
approach recommended in the Margin Paper concerning what noncash assets should be

' Consistent with the view that margin requirements should only be imposed on swaps involving at least one SD or

MSP. for swaps between parties that are neither SDs nor MSPs, the threshold for margin should be as agreed to by
the parties and not subject to any regulatory limits.
"" FHLBank Margin Leticr at p. 8-9.
' Margin Paper at 22.
13
1d.
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considered “eligible collateral ” In this regard, the Margin Paper clearly supports the comments
previously submitted by the FHLBanks to Prudential Regulators on this subject."* The
principles-based approach would require collateral assets to be highly liquid and, after applying
an appropriate haircut, be able to hold their value in a time of financial stress. Under such an
approach, highly liquid assets such as agency debentures and agency mortgage-backed securities
could be eligible collateral. In addition, the FHLBanks believe that letters of credit issued by
strong investment-grade financial entities should not be excluded from consideration as eligible
collateral.

The Proposed Rules provided for somewhat greater latitude with respect to collateral
posted as initial margin than for collateral posted as variation margin. At a minimum, the
FHI.Banks recommend that the Prudential Regulators adopt the principles-based approach for
initial margin. This recognizes that variation margin received by a swap counterparty will in
many cases be utilized by that party to meet its variation margin obligation to a third party (e.g.,
the counterparty on a hedging transaction). This is generally not the case with respect to initial
margin, which will often be held by a third-party custodian.

4. In “key principle” number 5, the Margin Paper calls for the exchange of initial
margin by both parties to a swap on a gross basis (i.e., without netting).ls This is
consistent with the Proposed Rules with respect to swaps between SDs/MSPs and
with respect to swaps between FHFA/FCA regulated institutions and
SDs/MSPs. The Margin Paper also states that all initial margin exchanged should
be held in a way that: (1) would provide immediate access to the collecting party in
the event of the posting party’s default; and (2) would fully protect the posting party
in the event that the collecting party becomes bankrupt.

The FHLBanks are fully supportive of the concept of two-way posting of initial margin
on a gross basis in swaps among SDs and MSPs and believe it should apply, at the option of the
end-user counterparty, to any swap where the end-user counterparty is required to post initial
margin to an SD or MSP.  Initial margin provides a margin of additional protection against loss
in the event of a counterparty’s insolvency. Initial margin protects against two situations: (1) if
the party holding initial margin is “in-the-money,” the initial margin provides a cushion against
loss should the variation margin it is holding prove insufficient to cover the amount owed to it by
its insolvent counterparty; and (2) if the party holding initial margin is “out-of-the-money,”
initial margin provides a cushion against the failure of the insolvent counterparty to retum
variation margin that exceeds the amount that the party owes to its insolvent counterparty. Most
think about initial margin in the context of the first scenario above, but it actually may be just as
important with respect to the second scenario. Following the failure of Lehman Brothers, a
number of FHLBanks that posted significant amounts of variation margin to Lehman incurred
losses because they became general creditors of the insolvent firm with respect to the “excess”

" Scc FHLBank Margin Letier at p. 8.
¥ Margin Paper at p. 4.
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collateral they had posted to Lehman. Had the FHLBanks held initial margin from Lehman,
these losses would have been materially reduced, if not avoided entirely.'®

The FHLBanks endorse the view that the best way to ensure that initial margin will be
immediately accessible upon a counterparty’s default and, at the same time, ensure that the party
posting initial margin will be fully protected in the event that the collecting party becomes
insolvent, is through the use of qualified third-party custodians. This mechanism has been
successfully employed in the over-the-counter market for a number of years and is embedded in
section 724 of the Dodd-Frank Act, which provides a new statutory right for end-users to insist
upon segregation with independent custodians for the initial margin they post to SDs or MSPs."”

The FHLBanks believe attention should also be given to the decision of the international
regulators not to recommend in the Margin Paper that variation margin be held in segregated
accounts. This s consistent with the approach taken by the Prudential Regulators, other than the
FHFA and the FCA, in the Proposed Rules. The Margin Paper thus ofters yet further support for
the position of the FHLBanks that variation margin should be treated differently from initial
margin in this regard.'® The FHLBanks continue to urge the FHFA and the FCA to eliminate
their proposed requirement to segregate variation margin. As indicated in the FHLBanks’
original comment letter, segregation of variation margin would add little, if any, measurable
protection beyond that assured by the requirement that the FHLBanks and the Farm Credit Banks
collect (as well as post) initial margin from SDs and MSPs. "

'S For a more detailed explanation of how parties are protected with initial margin see Annex B to the FHLBank
Margin Letter.

""" See FHLBank Margin Letter at fn. 23 and accompanying text.

""" See FHLBank Margin Letter at p. 10-14.

¥ See FHLBank Margin Letter at p. 13. The FHLBanks are also concerned that a requirement to segregate
variation margin could adversely impact the valuation of derivatives currently outstanding. The valuation of these
outstanding derivatives is based. in most cases. on the ability of the secured party to rehypothecate the collateral it is
holding. If that right were impaired, valuations could be adversely affected. (See generally the discussion of the
“Treatment of Pre-Effcctive Date Swaps.” FHLBank Margin Letter at p. 5.)
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Annex A
Responses from the Federal Home Loan Banks (the “FHLBanks”)
to
Questions Posed in

Margin and Capital Requirements for Covered Swap Entities (OCC: RIN 1557-AD43);
(Federal Reserve: RIN 7100-AD74); (FDIC: RIN 3064-AD79); (FCA: RIN 3052-AC69);
(FHFA: RIN 2590-AA45) (the “Proposed Rules”)

Section __.1: Authority, Purpose and Scope

Effective Date

Question 3(a). What changes to internal risk management and other systems, trading
documentation, collateral arrangements, operational technology and infrastructure or other
aspects of a covered swap entity’s derivatives operations will likely need to be made as part of
the implementation of the proposed rule, and how much time will likely be required to make
such changes?

Covered swap entities will need to develop initial margin models, establish segregated initial
(and possibly variation) margin accounts, amend existing bilateral netting and security
agreements with all counterparties, adapt liquidity management policies, practices and.
management information systems to acconmmodate margin segregation. I'inancial end-users will
need, at a minimum, to amend existing bilateral netting and. security agreements, and adapt
liquidity management practices to handle margin requirements, and may be required to
implement significant system wpgrades. The FHLBanks believe that these changes will likely
take the I'HLBanks a year or more to implement across all existing counterparties.

Question 3(b). Is the proposed rule’s 180-day period sufficient?
No. See above.

Question 4(a). How much time will covered swap entities that wish to calculate initial margin
using an initial margin model need to develop such models?

The FHLBanks cannot speak. for covered swap entities on this question. However, if the
I'HLBanks were to attempt to develop an initial margin model, the FHLBanks believe it would
take in excess of a year for the FHLBanks to research initial margin model “best practices,”
develop a model, validate it, and obtain regulatory approval for it.

Question 4(b). Is the proposed rule’s 180-day period sufficient?

No. See above.

12858011.5
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Section ___.3: Initial Margin
Calculation Alternatives

Question 13. As an alternative to Appendix A, should the rule allow an alternative calculation
method that would link the margin on a non-cleared swap or noncleared security-based swap to
the margin required by a derivatives clearing organization for a cleared swap or cleared security-
based swap whose terms and conditions closely resemble the terms and conditions of the non-
cleared swap or non-cleared security-based swap?

No. See answer to Question 14 below for more detail.

Question 14. Would there be enough similarity between cleared and non-cleared swaps or
security-based swaps to make this approach workable?

o The risks associated with cleared and non-cleared swaps will be substantially different
and therefore using a derivatives clearing organization’s (“DCQO’s ") initial margin
requirement as a proxy would be inappropriate.

o Upon the effective date of the Proposed Rules, there will likely be some vanilla interest
rate swaps that are not eligible for clearing (e.g., swaps with unsupported non-econontic
terms such as accrual pay convention, etc.) but it is reasonable to expect that over a short
period of time, all vanilla interest rates swaps will be cleared. GGiven this expectation,
uncleared swaps will have substantially different risks than cleared swaps (e.g., callable
versus non-callable). As a result, it would be inappropriate to use the DCQ initial margin
model that does not consider option or non-linear risk.

o At the very least, a robust internal initial margin model should be benchmarked against a
DCO model to ensure that for a similar swap the internal model generates an initial
margin requirement at least as great as the DCQ initial margin requirement.

Question 15. With respect to either alternative for calculating initial margin requirements, should
swap or security-based swap positions that pose no counterparty risk to the covered swap entity,
such as a sold call option with the full premium paid at inception of the trade, be excluded from
the initial margin calculation?

o Yes. The purpose of initial margin is (o provide an additional buffer above and beyond
variation margin to mitigate credit exposure in a credit event scenario. There is no
counterparty credit risk if a counterparty has paid the full premium or up-front cash flow
at inception of a transaction like a sold call option and, therefore, it is unnecessary for
the selling counterparty to collect initial margin for such transactions.

12858011.5



Annex A
Page 3 of 14

o [fthe full premium has been paid for swaps and the probability of a negative markel
value is zero, then no initial margin should be required.

Question 16. Would calculating the standardized initial margin for a particular risk category by
separately calculating the initial margin required on the long positions and short positions and
then using only the higher of these two amounts adequately account for offsetting exposures,
diversification, and other hedging benefits within a standardized initial margin framework?

o With respect to linear transactions..

o Assuming that “calculation” in this question means to use a standardized initial
margin lookup table for long and short positions, such as Appendix A, then this
proposal is an improvement over Appendix A because its gives some benefit for
off-setting pay and receive swaps.

o However, this may not be a sufficient solution because second (vield curve twist)
and third (yield curve butterfly) order yield curve movements are largely ignored.
Additionally, defining long and short positions within even a single risk category
is not straightforward. I'or example, would interest rate swaps with two floating
indices be bucketed as long or short?

e [or non-linear transactions (e.g., options with ohe-way exposure), however, note thal a
standardized initial margin lookup table will not be an adequate solution.

Question 17. Would the method described above systematically overestimate or underestimate
offsetting exposures, diversification, and other hedging benefits? Is this method prone to
manipulation or other gaming concerns?

o Generally, the method.above underestimates offsetling exposures.

o Conceptually, a gross notional methodology (Appendix A) underestimales
offselling exposures.

o Conceptually, a methodology based on the net notional amount of a swaps
portfolio governed by a single master netling agreement may more closely
resemble a robust initial margin model.

o The proposal described in Question 16 would fall between the gross and net
methods described in the previous iwo bullet points.

o However, because uncleared swaps are complex by definition, systematically identifying
a bias in this approach is likely dependent on portfolio composition.

12858011.5
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Question 21. Are there additional methods that could be used in conjunction with a standardized
lookup initial margin table that adequately recognize offsetting exposures, diversification, and
other hedging benefits?

o For a standardized lookup initial margin table to be adequate it must consider (1) the
riskiness of all uncleared positions within a single risk category with a single
counterparty and (2) the portfolio effects of offsetting exposures within that portfolio. A
simple standardized. lookup initial margin table will likely have shortcomings when
compared.to a robust internal initial margin model that has been approved by a
prudential regulator.

o An alternative to Appendix A (which uses gross notional amount) would be to create an
initial margin lookup table for interest rate swaps based on net porifolio DV0.! at the
counterparty level. Net DV01 for interest rate swaps recognizes the offseiting exposures,
diversification, and other hedging benefils inherent in a swap portfolio with a single
counterparty with a master netting agreement. 1his alternative methodology assumes
initial margin is exchanged on a daily basis among counterparties.

o Although beneficial for its simplicity, a standardized.initial margin lookup table would
not. be appropriate for certain complex transactions, including options with asymmetric
payouts, for which there is no practical or reasonable substitute for an initial margin
model.

o For an interest rate swap transaction between a covered swap entity and an FHLBank,
the requirement for both parties to have an internal initial margin model which is
approved by their prudential regulator is not necessary.

o There is a large expense associated with the initial development and the ongoing
maintenance of an internal initial margin model for an I'HLBank, where no model
currently exists. Additionally, the benefit of having an internal model is very low because
(1) initial margin models currently exist with FHLBank derivative counterparties, (2)
other simpler and more cost effective alternatives exist, and. (3) an internal model will
have diminishing benefit as the universe of uncleared swaps will decline over time as
DCOs increase the types of swaps they clear.

o [nstead of using a simple initial margin lookup table and developing a new internal
initial margin model, the FHI.Banks could agree to pay initial margin based on the

12858011.5
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on these methods, as well as alternative methods for calculating initial margin requirements
under Appendix A and potential ways in which Appendix A might better capture the offsetting
exposures, diversification, and other hedging benefits.

o [tisunclear what the adjusted gross notional formula is intended to capture.

o [or uncleared swaps, the IFHLBanks believe using a simple initial margin lookup table
that is based on estimating the net notional amount (or adjusted gross notional amount)
is not the best approach. Instead, a lookup table based on estimating the net price
sensitivity of a swap portfolio with a single counterparty would lead to a more robust
result which captures the offsetting exposures and diversification.

Initial Margin Thresholds

Question 23(a). Does the maximum initial margin threshold amount proposed for counterparties
that are low-risk financial end users strike an appropriate balance between traditional credit
extension practices and the potential for systemic risk or risk to the safety and soundness of a
covered swap entity?

Yes. The initial margin threshold for low-risk financial end users strikes an appropriate balance
between traditional credit extension practices and the potential for systemic risk or risk o the
safety and soundness of a covered swap entity.

Question 23(d). Do the derivatives activities and exposures of nonfinancial end users have the
potential to create systemic risk, either individually or in aggregate?

Yes. Depending on the size, structure and activities of a nonfinancial end user, or group of
nonfinancial end users in a particular line of business, it is possible, though unlikely, that it
could create systemic risk.

Question 24, Ts it appropriate tor the threshold amounts to be capped at a tixed dollar amount?

Yes. From a systemic risk viewpoint, we believe that a fixed dollar cap on thresholds would
serve (o contain systemic exposure o very large, systemically significant derivatives market
participants, without constraining smaller market participants that would not likely create
systemic risk.

Question 25. Should the rule also place a limit on the threshold amounts that a covered swap
entity establishes for all counterparties in the aggregate?

No. The covered swap entities are regulated entities and individual assessment of risk should be
addressed at the portfolio level by entity.

12858011.5
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Question 26(a). 1s it appropriate for the threshold amounts to be determined by reference to the
tier 1 or other measure of capital of a covered swap entity?

Yes. Capital is a critical buffer against default, and threshold amounts should bear some
proportion to the amount of capital a market participant has to absorb potential losses.

Question 26(h). What other measures might be used to determine appropriate threshold
amounts?

Total capital, applicable core surplus or core capital, or DV01 analysis.

Question 27(a). Should the various threshold amounts be subject to an automatic adjustment for
inflation on a periodic basis?

No. The notional of the trade will be impacted by inflation and is already incorporated within
the trade structure of the underlying swap.

Alternative Approach to Initial Margin Requirements

Question 28. Would requiring a covered swap entity to post initial margin to end user
counterparties reduce systemic risk (e.g., by reducing leverage in the financial system or
reducing systemic vulnerability to the failure of a covered swap entity)?

Yes. Covered swap entities can cause significant systemic risk due o the concentration of markel
share of outstanding derivatives attribuiable to them and their large size. Requiring them to post
initial margin (o end-users will reduce this risk.

Question 29. Are there alternatives that address those risks more efficiently or with greater
transparency?

The FHI1.Banks are not aware of any alternatives that would address these risks as effectively as
requiring covered swap entities o post margin (o end-users.

Question 30. Would requiring a covered swap entity to post initial margin to end user
counterparties raise any concerns with respect to the safety and soundness of the covered swap
entity, taking into consideration the requirement that initial margin be segregated and held with a
third party custodian?

If all covered swap entities were required (o post initial margin with end-users, then there would
be no signaling effect as there would be if a particular covered swap entity were required (o post
initial margin, which would presumably be perceived as a sign of financial weakness.

Question 31. Would requiring a covered swap entity to post initial margin to end user
counterparties remove one or more incentives for that covered swap entity to choose, where

12858011.5
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possible, to structure a transaction so that it need not be cleared through a CCP in order to avoid
pledging initial margin?

Yes. By requiring initial margin on uncleared trades that is at least as great as that on cleared
trades, the incentive fo find loopholes through uncleared structuring.is reduced.

Section __.4: Variation Margin

Alternative Approach to Variation Margin Requirements

Question 44. Would requiring a covered swap entity to post variation margin to end user
counterparties reduce systemic risk (e.g., by reducing leverage in the financial system or
reducing systemic vulnerability to the failure of a covered swap entity)?

Yes. Variation margin posting requirements should be mutual. Variation margin is designed to
eliminate nel credit exposures by securing obligations on a daily basis. This reduces the
potential contagion effect that a large covered swap entity might pose in the marketplace if it
were to default on its obligations.

Question 45. Are there alternatives that address those risks more efficiently or with greater
regulatory transparency?

The FHI.Banks are not aware of any.

Question 46. Would requiring a covered swap entity to post variation margin to end user
counterparties raise any concerns with respect to the safety and soundness of the covered swap
entity?

No. [t is common practice for covered swap enlities (o post variation margin under their
bilateral, uncleared derivative netting agreements with financial end-users now. Requiring all
covered swap enlities to do so would reduce any stigma that might be associated with such a
requirement.

Question 47. Would requiring a covered swap entity to post variation margin to end user
counterparties remove one or more incentives for that covered swap entity to choose, where
possible, to structure a transaction so that it need not be cleared through a CCP in order to avoid
pledging variation margin?

Yes. [f covered swap entities do not have to post margin for uncleared swaps with their enduser
counterparties then such swaps will be much less expensive for the covered swap entities than
cleared swaps and covered swap entities will thus have financial incentives to structure such
swaps so that they do not have to be cleared.
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Question 48. Would this approach be consistent with the statutory factors the Agencies are
directed to take into account under sections 731 and 764 of the Dodd-Frank Act?

Yes. Sections 731 and 764 require that the margin and capital requirements offset the greater
risk to the swap dealer or major swap participant and the financial system from the use of
swaps that are not cleared.  With the exception of the special requirements proposed by the
Federal Housing Finance Agency and the Farm Credit Administration with respect to their
regulated entities, the proposed regulations seem entirely focused on protecting swap dealers
and major swap participants. Yet the Dodd-Frank Act contemplates that no institution,
including swap dealers and major swap participants, is “too big to fail.” Thus, it would seem
consistent with the legislation to require swap dealers and major swap participants to post
variation margin to end users to minimize the risk to the financial system should one or more
swap dealers or major swap participants become insolvent in the future.

Section .6: Eligible Collateral

Question 59(a). Should the types of eligible collateral listed be broadened to include other types
of assets (e.g. securities backed by high-quality mortgages or issued with a third-party
guarantee)?

Currentiproposed collateral, consisting of cash, treasuries-agencies, would be adequate if
agencies are expanded to include morigage-backed securities and FHLBank issuances.

Question 59(b). If so, how might the systemic risk issue described above be effectively
mitigated?

Expanding the definition of “agency collateral” would provide market participants with
flexibility and support broader market efficiencies.

Question 61. What criteria and factors could be used to determine the set of acceptable non-cash
collateral?

o Highly liquid with relatively narrow bid-offer spread

o (redit quality investment grade or higher.

o Lligible as collateral at I'ederal Reserve Bank discount window.
o Ability 1o model and price.

Question 62. How could appropriate haircuts be determined for valuing these assets for margin
purposes?
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Historical price volatility and liquidity for securities can be considered to calculate appropriate
haircuts for securities. Value at risk methodology measured at a certain confidence level will be
the primary methodology to determine haircuts. I'or Price VaR, historical prices over a long
enough time period (usually > 10 years and one that covers many different price regimes and
stress scenarios) can be used lo calculate a Value-Ai-Risk over an appropriate holding period
and confidence level (90%-99%). Liquidily risk can be ascertained based on trading volume,
bid-ask spread and price variability. Haircuts can vary by security classifications, remaining
terms, or remaining weighted average lives.

Question 64(a). Should fixed income securities issued by a well-known seasoned 1ssuer that has
a high credit standing, are unsubordinated, historically display low volatility, are traded in highly
liquid markets, and have valuations that are readily calculated be added to the list of eligible
collateral for initial margin?

Yes. Haircuis may be adjusted to reflect any incremental risk related to a particular issuer.

Section _.7: Segregation of Collateral

Question 65(a). Ts it necessary to require segregation of initial margin in order to address the
systemic risk 1ssues discussed above?

Yes. The FHI.Banks believe that initial margin should be posted by both parties under bilateral.
credit support agreements so thal in the event of a defaull, the non-defaulting party has some
degree of protection against adverse market movements while it seeks to liquidate and replace its
positions with other counterparties. Such protection can only be assured if the collateral has
been segregated and placed out of the conirol of the defaulting party. However, the FHI.Banks
do NOT believe that variation margin needs (o be segregated, as these funds are offset by the
currenl exposure of the associated derivatives.

Question 65(h). What alternatives to segregation would effectively address these systemic risk
issues?

The FHI1.Banks are not aware of any.

Question 65(c). As an alternative to requiring segregation at the outset, should the Agencies
impose rules that provide additional time for a swap dealer to raise funds without requiring
segregation?

The FHI1.Banks believe that initial margin posted by entities that do not currently post initial
margin to their swap dealer counterparties should be segregated immediately. However, the
FHI1.Banks would support a delayed effective date for new initial. margin requirements (and
corresponding segregation requirements) so that markets are not disrupted.
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Question 66(a). What are the potential operational, liquidity and credit costs of requiring
segregation of initial margin by swap entities?

This will depend.on the funding cost attributable to each entity, but the cost for most entities is
expected to be significantly higher than its secured funding cost. For FHLBanks, the
incremental cost should not be very large, as the FHLBanks enjoy a very low funding cost.

Question 66(b). What would be the expected liquidity impact and cost of the proposed
segregation requirement on market participants? How can the impact of the proposed rule on the
liquidity and costs of swaps market participants be mitigated?

See answer to Question 66(a) above. The cost can be mitigated. by managing the exposure
through such techniques as flattening net exposures or “recouponing’ existing transactions to
reduce their margin impact. However, such techniques may have consequences that market
participants cannot accept. For example, re-couponing swaps may cause their hedging
effectiveness to deteriorate, thus reducing or eliminating their usefulness as visk mitigation tools.

Question 67. Is segregation of initial margin and not variation margin sufficient to achieve the
purposes of sections 731 and 764 of the Dodd-Frank Act? If not, how might such purposes be
achieved?

Yes. Unlike initial margin, which generally represents overcollateralization (i.e., an amount
over-and-above a swap dealer’s current exposure to its counterparty, or vice versay, variation
margin rapresents the mark-to-market value of outstanding swaps between the counterparties
and.is therefore roughly equal to the close-out amount that would be owed upon a default and
termination of the counterparties’ swaps. The only amount of variation margin that would be
“at risk” if it were held by an insolvent counterparty would be the amount over and above the
close-out amount due upon termination as a result of market movements immediately prior to the
counterparty's insolvency and. subsequent termination of the swap.” On the other hand, if a
party holding initial margin becomes insolvent, then the entire amount of the initial margin
would likely be “at risk™ and it would be difficult or impossible to obtain the return of the initial
margin.

Accordingly, requiring segregation of initial margin is consistent with the statutory provisions of
sections 731 and 764, which require that capital and margin requirements offset the greater risk
to the swap dealer or major swap participant. and the financial system arising from the use of

* The FHLBanks note that in some cases. the excess variation margin held by an insolvent counterparty as a result of
recent market movements could be substantial, especially when the market is in flux (which is likely to be the cause
if counterpartics are [ailing.) Scc the FHLBanks® comment Ictter for an explanation of how bilatcral initial margin
requirements would address this issue.
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uncleared swaps, but segregation of variation margin is unnecessary to satisfy these statutory
mandates.

Question 68(a). Are the limitations placed on rehypothecation and reinvestment under the
proposed rule appropriate or necessary?

The FHLBanks believe that certain limitations on rehypothecation and reinvestment are helpfil
in reducing systemic risk. However, they will also likely increase the cost of hedging or make
hedging less viable for certain market participants.

Question 68(c). Should certain forms of rehypothecation (e.g., the lending of securities pledged
as collateral) or additional types of reinvestment be permitted?

The FHLBanks believe that rehypothecation should be allowed with respect to variation margin
held by a secured party, assuming that the pledgor has a perfected interest in initial margin
pledged to it by the secured party.

Question 69(a). 1s the proposed rule’s requirement that the custodian must be located in a
jurisdiction that applies the same insolvency regime to the custodian as would apply to the
covered swap entity necessary or appropriate?

While the FHL.Banks agree that custodians should be subject to an insolvency regime under
United States laws, see the FHLBanks’ comment letter for an explanation of why it is not feasible
for the FHLBanks to use a custodian that is subject to the “same insolvency regime ™ as the
FHILBanks.

Section __.8: Approved Initial Margin Models

Question 70(a). Should such models be limited to models based on value-at-risk concepts, or are
other models appropriate to measure initial margin?

Value-at-risk models wse Monte Carlo simulation which calculates statistics on price changes.
An alternative methodology would be to calculate statistics on changes in risk factors, such as
interest rates.

Question 71(a). Should offsetting exposures, diversification, and other hedging benefits be
recognized more broadly across substantially dissimilar asset classes?

While the FHI.Banks have concerns that correlations across asset classes and products may not
be stable in stressed markets, the FHIL.Banks are not opposed to the recognition of offsetting
exposires where they can be demonstrated clearly.

Question 72(a). Should the minimum time horizon vary across swaps?
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The time horizon should be variable based on the liquidity of the asset class and underlying
fransactions in question.

Question 72(b). For example, should it vary based on the broad asset classes: commodity, credit,
equity, and foreign exchange/interest rate?

They could also vary within each of these classifications.

Question 72(c). 1f so, how should the horizons differ and what would be the basis for the
different horizons?

For example, increased structural complexity or thinly-traded underlying indices might require a
longer time horizon than 10 days, while less complex, widely-traded structures might be allowed
shorter time horizons.
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money” with respect to its counterparty that has become bankrupt. Following the close-out
procedures of the ISDA Master Agreement, the FHLBank determines that it has posted variation
margin to its counterparty that is in excess of the amount owed by the Bank to the bankrupt
counterparty. Thus, the FHLBank is “over-collateralized” with respect to its bankrupt
counterparty. As discussed below and pursuant to the CSA and the terms of the tri-party
custodial agreement, the initial margin posted by the FHLBank to the counterparty is required to
be returned to the FHLBank upon the bankruptcy of such counterparty. As such, only the
variation margin posted directly to the counterparty is at risk.

As noted above, the scenario begins when a FHLBank’s counterparty becomes insolvent
and defaults under its swaps with the FHL.Bank. The termination payment owed by the
FHLBank to its counterparty is calculated and determined to be to be less than the variation
margin posted by the FHLBank and held by the counterparty. However, the counterparty refuses
to return the excess variation margin and informs the FHLBank that it must file a claim against
the bankruptcy estate as a general creditor for the amount of such excess variation margin. This
memorandum explains why and how, pursuant to the terms of the CSA, the FHLBank may
obtain possession of the initial margin posted to it by its bankrupt counterparty and held with an
independent custodian. If the initial margin posted by the counterparty to the FHLBank is in an
amount greater than the claim against the bankruptcy estate, then the FHLBank may recover the
entire amount of its claim for excess variation margin posted to the bankrupt counterparty.

IT. Rights under the CSA

The favorable outcome discussed above is based directly upon certain provisions
contained in the CSA. Under the CSA, a party may exercise its rights as a Secured Party with
respect to the initial margin posted to it by its counterparties to offset the unreturned excess
variation margin owed by a defaulting counterparty.® The provisions that create this mechanism
are discussed below.” Similarly, under the CSA, a party may exercise its rights as Pledgor to
obtain the return of the initial margin posted to a bankrupt third party where such initial margin
is held by an independent custodian and is therefore not an asset of the bankruptcy estate.

A. Rights of Secured Party

The FHLBank in our scenario is a Secured Party with respect to the initial margin posted
to it by the bankrupt counterparty. Paragraph 2 of the CSA provides that a Secured Party has a
continuing security interest in, lien on and right of Set-off against all Posted Collateral
Transferred or received by such Secured Party, as security for all Obligations of the Pledgor.”

* The CSA defines the rights and obligations of the party pledging margin (the Pledgor) and the party
receiving/holding margin (the Secured Party). The scenario in question assumes that each party is both a Pledgor
and a Secured Party. The FHLBank is a Pledgor with respect to the initial and variation margin posted to its
counterparty and is also a Secured Party with respect to the initial margin posted by its counterparty. Conversely,
the counterparty is the Pledgor with respect to the initial margin posted to the FHLBank and a Secured Party with
respect to the initial and variation margin received from the FHLBank.

* Capitalized terms used in this section that are not otherwise defined have the meanings ascribed to them in the
CSA.

* Paragraph 2 provides. “Each party. as the Pledgor, [e.g.. counterparty with respect to initial margin posted to the
FHLBank] hereby pledges to the other party, as the Secured Party [e.g.. the FHLBank] as security for its
12889641.4
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The Obligations of the Pledgor include all present and future obligations under the CSA and
related ISDA Master Agreement under which swaps are executed.® The operative provisions of
the CSA regarding rights related to such security interests upon a counterparty default are set
forth in Paragraphs 8(a), (b) and (c).

Paragraph 8(a) of the CSA provides that upon a default by a Pledgor and designation of
an Early Termination Date by the Secured Party (in this case, the FHLBank), the Secured Party
may (i) exercise all of its rights and remedies under applicable law with respect to Posted
Collateral held by the Secured Party (which generally includes taking possession of the Posted
Collateral held by the Custodian on behalf of the Secured Party) and (ii) utilize such Posted
Collateral to Set-off any amounts owed to it by the defaulting Pledgor, in each case in order to
satisfy the Obligations of the counterparty to the FHLBank.” Additionally, Paragraph 8(b)
provides that, upon a default, the FHLBank’s counterparty, in its own capacity as Secured Party,
is required to return both the initial margin (held by its independent custodian) and variation
margin (held directly by the counterparty) that it has received from the FHLBank.®

As such, the return of variation margin to the FHLBank by the bankruptcy counterparty
upon its default is an Obligation under the CSA. Further, since the FHLBank is the non-
defaulting party, it has no obligation under Paragraph 8(b) to return the initial margin posted to
the independent custodian by the defaulting counterparty. So, the FHLBank is therefore entitled
to exercise its security interest in the initial margin held by the custodian and posted by the
bankrupt counterparty to satisfy that counterparty’s Obligation to return any excess variation

Obligations and grants to the Sccurcd Party a [irst priority continuing sccurity intcrest in, licn on and right of Sct-olT
against all Posted Collateral Translerred to or reccived by the Sccured Party hercunder.”

® Pursuant to the CSA, ~Obligations’ means, with respect to a party |¢.g.. the counterparty] all present and future
obligations of that party under this Agrcement and any additional obligation specificd for that party in Paragraph
137

* Paragraph 8(a) provides. in part. “If at any time (1) an Event of Default or Specified Condition with respect to the
Pledgor [e.g.. the counterparty with respect initial margin posted to the FHLBank] has occurred and is continuing or
(2) an Early Termination Date has occurred or been designated as the result of an Event of Default or Specified
Condition with respect to the Pledgor. then. unless the Pledgor [counterparty] has paid in full all of its Obligations
that are then due. the Secured Party [the FHLBank with respect to initial margin posted to it by its counterparty] may
exercise one or more of the following rights and remedies:

(i) all rights and remedies available to a secured party under applicable law with respect to Posted Collateral held by
the Secured Party [e.g. the FHLBank].

(iii) the right to Set-off any amounts payable by the Pledgor with respect to any Obligations against any Posted
Collateral or the Cash equivalent of any Posted Collateral held by the Secured Party ....”

¥ Paragraph 8(b) provides. in part. “If at any time. an Early Termination Date has occurred or been designated as the
result of an Event of Default or Specified Condition with respect to the Secured Party [e.g. the counterparty holding
initial margin and variation margin]. then ...:

(i) the Pledgor may exercise all rights and remedies available to a pledgor under applicable law with
respect to Posted Collateral held by the Secured Party: .. [and]

(iii) the Secured Party will be obligated immediately to Transfer all Posted Collateral and the Interest Amount to the
Pledgor [e.g. the FHLBank]...”
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allows the non-defaulting counterparty party to exercise its security interest in any initial margin
posted to the custodian by the bankrupt party to secure its obligations under the CSA.
Accordingly, the non-defaulting party (the FHLBank in our scenario) is able access the initial
margin posted by the defaulting party and held by a custodian to satisfy the defaulting party’s
failure to return such excess variation margin. Similarly, the initial margin posted to the
defaulting party by the non-defaulting party (the FHLBank) and held in a separate custodial
account would not be considered part of the defaulting party’s bankruptcy estate and would,
pursuant to the terms of the CSA and the tri-party custodial agreement, be returned to the non-
defaulting party (the FHLBank).
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